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CHAPTER 1PRIVATE 


OVERVIEW OF THE FINANCIAL SYSTEM
1.1 REAL AND FINANCIAL ASSETS
A  manufacturing corporation constructing a new plant so it can expand its current level of production, a wildcatter buying rigs and drilling equipment to explore for new crude oil wells, a distribution firm purchasing new trucks to replace one of its depreciated fleet, and a family buying a new house are all examples of different types of capital expenditures which take place in an economy.  While different, all of these expenditures are similar in one respect: they each represent the purchase of a real asset.  Real assets  are land, buildings, equipment, machines, knowledge and other tangible and intangible commodities which yield a stream of expected benefits that extends beyond the present period ‑‑ future profits from the sale of manufactured goods or crude oil reserves, future cost savings from the replacement of an old trucks, or future utility generated from owning a house.


Modern economies expend enormous amounts of money on real assets to maintain their standards of living.  Such expenditures usually require funds that are beyond the levels a business, household, or unit of government has or wants to commit at a given point in time.  As a result, to raise the requisite amounts, economic entities sell financial claims or instruments.  Technically, such instruments are claims against the income of the business, household, or unit of government, represented by a certificate, receipt, or other legal document.  Those buying the financial claims therefore supply funds to the economic entity in return for promises that the entity will provide them with a future flow of income.  As such, financial claims can be described as financial assets.


To see this relationship between real and financial assets further, consider how a new business is created.  As a starting point, most businesses begin when an individual or group of individuals come up with an idea: manufacturing a new type of computer, developing land for a future housing subdivision, or launching a new internet company.  To make the idea a commercial reality, though, requires funds that the individual or group generally lacks or personally does not want to commit.  Consequently, the fledgling business sells financial claims to raise the funds necessary to buy the capital goods (equipment, land, etc.), as well as human capital (architects, engineers, lawyers, etc.) needed to launch the project.  In this process of initiating and implementing the idea, both real and financial assets are therefore created.  The real assets consist of the both the tangible and intangible capital goods, as well as human capital, which are combined with labor to form the business.  The business, in turn, transforms the idea into the production and sale of goods or services which will generate a future stream of earnings.  The financial assets, on the other hand, consist of the financial claims on the earnings.  These assets are held by those individuals or institutions who provided the initial funds and/or resources.  Furthermore, if the idea is successful, then the new business may find it advantageous to initiate other new projects which it again may finance through the sale of financial claims.  Thus, over time, more real and financial assets are created.


The creation of financial claims, of course, is not limited to the business sector.  The  federal government's expenditures on national defense and the space program and state government's expenditures on the construction of highways, for example, represent the development of real assets which these units of government often finance through the sale of financial claims on either the revenue generated from a particular public sector project or from future tax revenues.  Similarly, the purchase of a house or a car by a household often is financed by a loan from a savings and loan or commercial bank.  The loan represents a claim by the financial institution on a portion of the borrower's future income, as well as a claim on the ownership of the real asset (house or car) in the event the household/borrower defaults on his promise.

TYPES OF FINANCIAL CLAIM 

All financial assets provide a promise of a future return to the owner.  Unlike real assets, though, most financial assets do not depreciate (since they are in the form of certificates or information in a computer file) and are fungible, meaning they can be easily converted into cash or other assets. There are many different types of financial assets.  All of them, though, can be divided into two general categories ‑‑ equity and debt. Common stock is the most popular form of equity claim.  It entitles the holder to dividends or shares in the business's residual profit and  participation in the management of the firm, usually indirectly through voting rights.  The focus of this book, though, is on the other general type of financial assets – debt.

Debt claims are loans whereby the borrower agrees to pay a fixed income per period, defined as a coupon or interest, and to repay the borrowed funds, defined as the principal.  Within this broad description, debt instruments can take on many different forms.  For example, debt can take the form of a loan by a financial institution such as a commercial bank, insurance company, or savings and loan bank.  In this case, the terms of the agreement and the contract instrument generally are prepared by the lender/creditor, and the instrument often is non-negotiable, meaning it cannot be sold to another party.  A debt instrument also can take the form of a bond or note, whereby the borrower obtains her loan by selling (also referred to as issuing) contracts or IOUs to pay interest and principal to investors/lenders.  Many of these claims, in turn, are negotiable, often being sold to other investors before they mature.


Debt  instruments also can differ in terms of the features of the contract: the number of future interest payments, when and how the principal is to be paid (e.g., at maturity (i.e., the end of the contract0 or spread out over the life of the contract (amortized)), and the recourse the lender has should the borrower fail to meet her contractual commitments (i.e., collateral or security).


Finally, debt  instruments can be distinguished by the type borrower or issuer ‑- business, government, household, or financial institution.  Businesses sell two types of debt instruments, corporate bonds and commercial paper, and borrow from financial institutions, usually  with a long‑term or intermediate term loans from commercial banks or insurance companies and with short‑term lines of credit from banks.  The corporate bonds they sell usually pay the buyer/lender coupon interest semiannually and a principal at maturity.  For  example, a manufacturing company building a $10M processing plant might finance the cost by selling 10,000 bonds at a price of $1,000 per bond, with each bond promising to pay $50 in interest every June 15th and January 15th for the next 10 years and a principal of $1,000 at maturity.  In general, corporate bonds are long‑term securities (10 to 15 years), sometimes secured by specific real assets which bondholders can claim in case the corporation fails to meet its contractual obligation (defaults).  Corporate bonds also have a priority of claims over stockholders on the company's earnings and assets in the case of default.  Commercial paper, on the other hand, is a short‑term claim (less than one year) that usually is unsecured.  Typically, commercial paper is sold as a zero discount note in which the buyer receives interest equal to the difference between the principal and purchase price.  For example, a company might sell paper promising to pay $1,000 at the end of 270 days for $970, yielding an interest of $30.  Term loans to businesses have intermediate to long term maturities (one to five years), often with the principal paid over the life of the loan (amortized).  Like all debt instruments, these loans have a priority of claims on income and assets over equity claims, and the financial institution providing the loan often requires collateral.  Finally, lines of credit are short‑term loans provided by banks and other financial institutions in which the business can borrow up to a maximum amount of funds from a checking account created for it by the institution.


The federal government sells a variety of financial instruments, ranging from short‑term Treasury bills to long‑term claims, such as Treasury bonds, Treasury notes and U.S. savings bonds.  These instruments are sold by the Treasury to finance the federal deficit and refinance current debt.  In addition to  Treasury securities, agencies of the federal government, such as the Tennessee Valley Authority, the Government National Mortgage Association, and the Export‑Import Bank, and government‑sponsored corporations, such as the Federal National Mortgage Association and the Resolution Trust Corporation also issue securities, classified as Federal Agency Securities, to finance a variety of government programs ranging from the construction of dams to the purchase of mortgages to provide liquidity to mortgage lenders.  Similarly, state and local governments, agencies, and authorities also offer a wide variety of debt instruments, broadly classified as either general obligation bonds or revenue bonds.  The former are bonds financed through general tax revenue, while the latter are instruments financed from specific state and local government projects and programs.  Finally, there are deposit‑type financial institutions such as commercial banks, savings and loans, credit unions, and savings banks that provide debt claims in the form of deposit accounts (demand [checking], time, savings, and transaction accounts) and negotiable and nonnegotiable certificates of deposit.

1.3 FINANCIAL MARKET
Markets are conduits through which buyers and sellers exchange goods, services, and resources.  In an economy there are three types of markets: a product market where goods and services are traded, a factor market where labor, capital, and land are exchanged, and a financial market where financial claims are traded.  The financial market, in turn, channels the savings of households, businesses, and governments to those economic units needing to borrow.


The financial market can be described as a market for loanable funds.  The supply of loanable funds comes  from the savings of households, the retained earnings of businesses, and the surpluses of units of government; the demand for loanable funds emanates from businesses who need to raise funds to finance their capital purchases of equipment, plants, and inventories, households who need to purchase houses, cars, and other consumer durables, and the Treasury, federal agencies, and municipal governments who need to finance the construction of public facilities and projects.  The exchange of loanable funds from savers to borrowers is done either directly through the selling of financial claims (stock, bonds, commercial paper, etc.) or indirectly through financial institutions.


The financial market facilitates the transfer of funds from surplus economic units to deficit economic units.  A surplus economic unit is an entity whose income from its current production exceeds its current expenditures; it is a saver or net lender.  A deficit unit, on the other hand, is an entity whose current expenditures exceed its income from its current production; it is a net borrower.  While businesses, households, and governments fluctuate from being deficit units one period to surplus units in another period, on average, households tend to be surplus units while businesses and government units tend to be deficit units.  A young household usually starts as a deficit unit as it acquires homes and cars financed with mortgages and auto loans.  In its mid‑life, the household's income usually is higher and its mortgage and other loans are often paid; at that time the household tends to become a surplus unit, purchasing financial claims.  Finally, near the end of its life, the household lives off the income from its financial claims.  In contrast, businesses tend to invest or acquire assets  which cost more than the earnings they retain.  As a result, businesses are almost always deficit units, borrowing or selling bonds and stocks; furthermore, they tend to remain that way throughout their entire life.  Similarly, the government's expenditures on defense, education, and welfare has since 1969 exceeded its revenues from taxes.  Thus, the federal government, as well as state and local units, tend to be deficit units.

1.4 TYPES OF FINANCIAL MARKETS
Financial  markets can be classified in terms of whether the market is for new or existing claims (primary or secondary market), for short‑term or long‑term instruments (money or capital market), for direct or indirect trading between deficit and surplus units (direct or intermediary market), for domestic or foreign securities, and for immediate, future, or optional delivery (cash, futures, or options markets).

1.4.1 Primary and Secondary Market
The primary market is that market where financial claims are created.  It is the market in which new securities are sold for the first time.  Thus, the sale of new government securities by the U.S. Treasury to finance a government deficit or $100M bond issue by Procter and Gamble to finance the construction of a new soap processing plant are examples of security transactions occurring in the primary market.  The principal function of the primary market is to raise the funds needed to finance investments in new plants, equipment, inventories, homes, roads, and the like.  


The secondary market is the market for the buying and selling of existing assets and financial claims.  Its primary function is to provide marketability -- ease or speed in trading a security. Given the accumulation of financial claims over time, the volume of trading on the secondary market far exceeds the volume in the primary market. Brokers and dealers serve the function of bringing buyers and sellers together by finding opposite positions or by taking temporary positions in a security.  Exchanges, in turn, serve the function of linking brokers and dealers together to buy and sell existing securities.  In the U.S. there are two national organized exchanges, the New York Stock Exchange (NYSE) and the American Stock Exchange (AMEX), and several regional organized exchanges.  In addition to organized exchanges, existing securities are also traded on the over‑the‑counter market (OTC). 


The  NYSE was formed in 1792 by a group of merchants who wanted to trade notes and bonds.  Since then it has grown to an exchange in which approximately 2,000 stocks (common and preferred) and a limited number of bonds and other securities are traded .The NYSE can be described as a corporate association consisting of member brokers. Most brokerage firms with membership (seats) on the NYSE function as commission brokers, executing buy and sell orders on behalf of their clients.  The NYSE and the other organized exchanges in the U.S. also provide a continuous market.  A continuous market attempts to have constant trading in a security.  To have such a feature, time discrepancies caused by different times when investors want to sell and when others want to buy must be eliminated or at least minimized.  In a continuous market this is accomplished by having specialist. Specialists are dealers who are part of the exchange and who are required by the exchange to take opposite positions in a security if conditions dictate. Under a specialist system, the exchange board assigns a specific  security to a specialist to deal.  In this role, a specialist acts by buying the stock from sellers at low bid prices and selling to buyers at (they hope!) higher ask prices. Specialists quote a bid price (the maximum price they would be willing to pay) to investors when selling the stock and an ask price (price at which they would sell) to investors interested in buying.  They hope to profit from the difference between the bid and ask prices; that is, the bid-ask spread.  In addition to dealing, the NYSE and other exchanges using a specialist system also require that the specialists maintain the limit order book  (which appears on their computer screens) on the securities they are assigned and that they execute these orders.  A limit order is an investor's request to his broker to buy or sell a stock at a given price or better.  On the NYSE, such orders are taken by commission brokers and left with the specialist in that stock for execution.  


The Over-The-Counter Market  (OTC) is an informal exchange for the trading of over 70,000 stocks, many corporate bonds,  most of the municipal bonds, many of the investment fund shares, mortgage-backed securities, shares in limited partnerships, and Treasury and federal agency securities.  There are no membership or listing requirements for trading on the OTC; any security can be traded. It can be described as a market of brokers and dealers linked to each other by a computer, telephone, and telex communications system.  To trade, dealers must register with the Security Exchange Commission (SEC).  As dealers, they can quote their own bid and ask prices on the securities they deal, and as brokers, they can execute a trade with a dealer providing a quote.  The securities traded on the OTC market  are those in which a dealer decides to take a position.  Dealers  on the OTC market range from regional brokerage houses making a market in a local corporation's stock or bond, to large financial companies, such as Salomon-Smith Barney, making markets in Treasury securities, to investment bankers dealing in the securities they had previously underwritten, to dealers in federal agency securities and municipal bonds.  Like the specialist on the organized exchanges, each dealer maintains an inventory in a security and quotes a bid and an ask price at which she is willing to buy and sell.  The National Association of Security Dealers (NASD) regulates OTC trading.  NASD is a voluntary organization of OTC security dealers who self‑regulate the OTC market by overseeing trading practices and by licensing brokers.  While no physical exchange exists, communications among brokers and dealers takes place through a computer system known as the National Association of Security Dealers Automatic Quotation System, NASDAQ  (pronounced as naz‑dak).  NASDAQ is an information system in which current bid‑ask quotes of dealers are offered, and also a system which sends brokers' quotes to dealers, enabling them to close trades.
 
1.4.2 Direct and Intermediate Financial Markets
In addition to dividing   the  markets  for  financial instruments into primary and secondary, the markets can also be classified in terms of being either part  of  the  direct financial market or the intermediary financial market.

Direct Financial Market

The direct financial market is where surplus units purchase claims issued by the ultimate deficit unit.  This market includes the trading of stocks, corporate bonds, Treasury securities, federal agency securities, and municipal bonds.  The claims traded in the direct financial market are referred to as primary securities.


As is the case with many security markets, the direct financial market can be divided into primary and secondary markets.  In the primary market, new securities are sold either in a negotiated market or an open market.  In a negotiated market, the securities are issued to one or just a few economic entities under a private contract.  Such sales are referred to as a private placement.  In an open market transaction, the securities are sold to the public at large.  The key participant in open market trades is the investment banker.  The investment banker is a middleman or matchmaker who, for a fee or share in the trading profit, finds surplus units who want to buy the security being offered by a deficit unit (see Exhibit 1.4‑1).  Typically, the investment banker works with the deficit unit to facilitate the marketing of the new security issue.  She  may sell the security issue for the issuer for a commission (i.e., for a percentage of the total issue's value) using her best effort; underwrite the securities (i.e., buy the securities from the issuer and then sell them at hopefully a higher price); or form an underwriting syndicate whereby a group of investment bankers buys and sells the issue.  Whatever the arrangements, the primary function of the investment banker is to match the needs of the surplus and deficit units.  By performing this function the investment banker reduces the search and information cost to both the investors and the issuer, facilitating the efficient operation of the primary market. The secondary market for direct financial claims takes place in both the organized exchanges and the over‑the‑counter market.

Intermediate Financial Market
The intermediate financial market consist of financial institutions, such as commercial banks, savings and loans, credit unions, insurance companies, pension funds, trust funds, and mutual funds.  In this market, the financial institution, as shown in Exhibit 1.4‑2, sells financial claims (checking accounts, savings accounts, certificates of deposit, mutual fund shares, payroll deduction plan, insurance plans, and the like) to surplus units, and uses the proceeds to purchase claims (stocks, bonds, etc.) issued by ultimate deficit units or to create financial claims in the form of term loans, lines of credit, mortgages, etc..  Through their intermediary function, financial institutions in turn create intermediate securities, referred to as secondary securities.


As shown in Exhibit 1.4‑3, financial institutions can be divided into three categories: depository institutions, contractual institutions, and investment companies.  Depository institutions include commercial banks, credit unions, savings and loans, and savings banks.  These institutions obtain large amounts of their funds from deposits, which they use primarily to fund commercial and residential loans and to purchase Treasury, federal agency, and municipal securities.  Contractual institutions include life insurance companies, property and casualty insurance companies, pension funds, and trust funds.  They obtain their funds from legal contracts to protect businesses and households from risk (premature death, accident. etc.), and from savings plans.  Investment companies include mutual funds, money market funds, and real estate investment trusts.  These institutions raise funds by selling equity or debt claims and then use the proceeds to buy debt securities, stocks, real estate, and other assets.  The claims they sell entitle the holder/buyer either to a fixed income each period or a pro rata share in the ownership and earnings generated from the asset fund.  The instruments of investment funds include closed‑end and open‑end (mutual) fund shares.


Also included with investment company securities are securitized assets.  These  financial assets are sold by banks, insurance companies and other financial intermediaries.  In creating a securitized asset, an intermediary will put together a package of loans of a certain type (mortgages, auto, credit cards, etc.).  The institution then sells claims on the package to investors, with the claim being secured by the package of assets ‑‑ securitized asset.  The package of loans, in turn, generates interests and principal  which is passed on to the investors who purchased the securitized asset.


A number of the financial claims created in the intermediate financial market do not have a secondary market; that is, secondary markets where investors sell their bank saving accounts or insurance or pension plans to other investors are rare.  However, there are secondary markets for some secondary securities: negotiable certificates of deposit, closed‑end mutual fund shares, and some securitized assets.

1.4.3 Money and Capital Markets
Financial markets can also be classified in terms of the maturity of the instrument traded.  Specifically, the money market is defined as the market where short‑term instruments (by convention defined as securities with maturities of one year or less) are traded, and the capital market is defined as the market where long‑term securities (over one year) are traded.  The former would include such securities as certificates of deposit, commercial paper, Treasury bills, and savings accounts, while the latter would include corporate bonds, municipal bonds, and Treasury bonds, as well as, corporate stock.

1.4.4 Foreign Security Markets

From 1980 to 1990 the value of the world equity market grew from approximately $2.4 trillion to $10.4 trillion, while the value of fixed-income securities traded globally grew from $2.7 trillion to $11 trillion.  During this same period, the purchases of domestic securities by foreigners also increased dramatically.  In Japan, for example, foreign purchases of their stocks increased from  $26 billion in 1980 to almost $400 billion in 1990, and in the United States, foreign purchases of U.S. stocks increased from $75 billion to $500 billion during this same period.  These statistics reflect not only a substantial growth in the size of world equity and debt markets, but they also indicate a significant increase in international security investments among nonresidents.  This  popularity of international investments is generally attributed to the growing number of corporations, governments, and financial intermediaries issuing securities in foreign countries, to the emergence of currency futures, options, and swaps markets which have made it possible for investors to better manage exchange-rate risk, and to the potential diversification benefits investors can obtain by adding foreign stocks and bonds to their portfolios. 


A U.S. investor interested in buying a foreign security  has several alternatives.  First, she may be able to buy the security directly on the foreign issuer’s national market.  If the investor buys the security this way, she will be subject to exchange-rate risk and she may also incur relatively high transaction costs.  Secondly, it may be that the foreign security is listed on a U.S. security exchange.  Many multinational corporations are listed not only on their national exchanges, but also on security exchanges in other countries, often where they have subsidiaries or conduct considerable business.  If the foreign security of interest is listed on a U.S. exchange, then the U.S. investor could easily purchase the security  there. If she did, she would, in turn, avoid the risk of currency conversions and possibly foreign taxes. Third, the investor may find a market maker on the OTC market who is trading in the foreign stock.  Finally, if the U.S. investor is looking to internationally diversify her portfolio, then she may find the easiest way to accomplish this is to buy a share in an international mutual fund. When investors purchase a foreign security on its own national security market, they will find a number of differences in the way exchanges operate, how trades are handled, and how the government regulates and taxes the foreign investment. 

Types of  Foreign Security Exchanges

While there are a number of differences between the security exchanges in different countries, all of them can be grouped into one of three categories: public bourse (exchange), private bourse, and banking bourse. A public bourse, such as exists in France, is a government security exchange in which listed securities (usually both bonds and stocks) are bought and sold through brokers who are appointed by the government.  In a public bourse system, all  commissions are set by the government, and all transactions of listed securities are required to go through the bourse.  In addition to France, public bourse systems are also found in Belgium, Spain, Italy, and some South American countries. 
A private bourse is a security exchange owned by its member brokers and dealers.  This is the type of exchange structure that operates in the U.S.  It also is the structure used in Canada, England, Japan, and Australia.  In countries where there are private exchanges a number of the exchanges will usually compete with each other; this is not the case in countries using a public bourse structure.  A banker bourse is a formal or informal market in which securities are traded through bankers.  This type of trading typically occurs in countries in which  historically commercial and investment banking are not separated.  Among those countries with a banker bourse system are Germany, Austria, and Switzerland.

Types of Trading

A number of exchanges, including those in the U.S., use specialists or market makers to ensure continuous trading.  On the exchanges in Paris, Brussels, Tel Aviv, and other countries, though, securities are sometimes traded only once or just a few times during a day.  These so-called "call" markets use an open-auction or crieé system, in which interested traders gather in a designated trading area when the security is called.  An exchange clerk then calls out prices until one is determined which clears all trades. In addition to continuous and call markets, there are also exchanges that have elements of both. For example, the Japanese stock exchange has market makers assigned to actively traded stocks, while thinly-traded ones are sold through an open auction. 
Tax  Considerations

Investing in foreign securities often creates different tax considerations than investing domestically.  In general, the taxes an investor may be subject to when investing internationally depends on the tax laws of the investor's country and the country where the investment occurs.  The two major cash flows in which taxes may be applied are capital gains and dividend or interest income.
  In most countries, including the U.S., capital gains taxes are based on where the investor lives and not the origin of the investment.  Thus, a U.S. investor realizing a capital gain from buying and selling a French bond would only be subject to a U.S. capital gains tax, not a French tax.


On the other hand, for a number of years the dividend and interest income from a stock or bond owned by a foreigner was subject to a foreign withholding tax in many counties, including the U.S.. U.S. investors who received income (interest or dividend income) from a foreign  security received an a an income  payment net of a withholding tax paid by the issuer to the issuer’s government.  To eliminate or minimize double taxation, many countries established treaties which permitted the investor to receive a tax credit in their home country.  Thus, a U.S. investor would report the total foreign income on his U.S. tax form, but would be able to subtract the withholding tax paid to the foreign government form his tax liability. It should be noted that many tax-free investment companies, such as pension funds, were not able to take advantage of this credit, or if they could, they often had to file special exemption forms with the foreign government which was often costly and time consuming.  In the 1980s, a number of countries repealed this withholding tax, including the U.S., which eliminated its tax in 1984.

1.4.5 Spot, Futures, and Options Markets
A spot market (also called a cash market) is one in which securities are exchanged for cash immediately (usually within one or two business days).  An investor buying Treasury bill, for example, is a transaction which takes place in the spot market.  Not all security transactions, though, call for immediate delivery.  A futures or forward contract calls for the delivery and purchase of an asset (either real or financial) at a future date, with the terms (price, amount, etc.) agreed upon in the present.  For example, a contract calling for the delivery of a Treasury bill in 70 days at a price equal to 97% of the bill's principal, would represent a futures contract on a Treasury bill.  This agreement is distinct from buying a Treasury bill from a Treasury dealer in the spot market, where the transfer of cash for the security takes place almost immediately.  Similar to a futures contract, an option is a security which gives the holder the right (but not the obligation) either to buy or to sell an asset at a specific price on or possibly before a specific date.  Options include calls, puts, warrants, rights, and convertible bonds.  Both futures and options are traded on organized exchanges.  In the United States, the major futures exchanges are the Chicago Board of Trade, the Chicago Mercantile Exchange, and the New York Futures Exchange; the major option exchange is the Chicago Board of Option Exchange.  Options and futures are referred to as derivative securities, since their values are derived from the values of their underlying securities.  In contrast, securities sold in the spot market are sometimes referred to as primitive securities.

1.5 EFFICIENT FINANCIAL MARKETS
As defined earlier, an asset is any commodity, tangible or intangible good, or financial claim which generates future benefits.  The value of any asset is equal to the current value of all of the asset's future expected cash flows (or benefits); that is, the present value of the expected cash flows.  Thus, if an investor requires a rate of return (R) of 10% per year on investments in government securities that mature in one year, he would value (Vo) a government bond promising to pay $100 interest and $1,000 principal at the end of one year as worth $1,000 today:
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Similarly, an investor who expected ABC stock to pay a dividend of $10 and to sell at a price of $105 at the end of a year would value the stock at $100 if she required a rate of return of 15% per year on such investments:

[image: image3.wmf]V

Dividend

Expected

ice

R

0

1

1

15

=

+

+

=

+

=

Pr

$10

$105

.

$100

.




In the financial market, if stock investors expected ABC stock to pay a $10 dividend and be worth $105 at the end of the year and  if they  required a 15% rate of return, then  the equilibrium price of the stock in the market would be $100. Similarly,  if  all  bond investors  required a 10% rate of return, then the equilibrium price of the bond  in the market would be $1000. 


The equilibrium value often is ensured by the activities of speculators: those who hope to obtain higher rates of return (greater than 15% in this case of the stock or 10% in the case of the bond)  by gambling that security prices will move in certain directions.  For example, if ABC stock sold below the $100 equilibrium value, then speculators would try to buy the underpriced stock. As they try to do so, though, they would push the underpriced ABC stock towards its equilibrium value of $100.  On the other hand, if ABC stock were above $100, investors and speculators would be reluctant to buy the stock, lowering its demand and the price.  These actions might also be reinforced with some speculators selling the stock short.  In a short sale, a speculator sells the stock first and buys it later, hoping to profit, as always, by buying at a low price and selling at a high one.  For example, if ABC stock is selling at $105, a speculator could borrow a share of ABC stock from one of its owners (i.e., borrow the stock certificate, not money), then sell the share in the market for $105.  The short seller/speculator would now have $105 cash and would owe one share of stock to the share lender.  Since the speculator believes the stock is overpriced, she is hoping to profit by the stock decreasing in the near future.  If she is right such that ABC stock decreases to its equilibrium value of $100, then the speculator can go into the market and buy the stock for $100 and return the borrowed share, leaving her with a profit of $5.  However, if the stock goes up and the share lender wants his stock back, then the short seller will lose when she buys back the stock at a price higher than $100.
  In general speculators help to move the market price of a security to its equilibrium value.

Theoretically, a market in which the price of the security is equal to its equilibrium value at all times is known as a perfect market.  For a market to be perfect requires, among other things, that all the information on which investors and speculators base their estimates of expected cash flows be reflected in the security's price.  Such a market is known as an efficient market.  In a perfect market, speculators, on average, would not earn abnormal returns (above 10% in our example).  However, if the information the market receives is asymmetrical in the sense that some speculators have information which others don't, or some receive information earlier than others, then the market price will not be equal to its equilibrium value at all times.  In this inefficient market, there would be opportunities for speculators to earn abnormal returns.


Efficient markets would also preclude arbitrage returns.  An arbitrage is a riskless opportunity.  Such opportunities come from price discrepancies among different markets.  For example,  if the same car sells for $1,000 in Boston but $2,000 in New York, an arbitrageur (one who exploits such opportunities) could earn a riskless profit by buying the car in Boston and selling it in New York (assuming, of course, that the transportation cost are less than $1,000). In the financial markets, arbitrageurs tie markets together.  For example, suppose there were two identical government bonds, each paying a guaranteed interest and principal of $1,100 at the end of one year, but with one selling for $1,000 and the other selling for $900.  With such price discrepancies, an arbitrageur could sell short the higher priced bond at $1,000 (borrow the bond and sell it for $1,000) and buy the underpriced one for $900. This would generate an initial cash flow for the arbitrageur of $100 with no liabilities.  That is, at maturity the arbitrageur would receive $1,100 from the underpriced   bond  which he could use to pay the lender of the overpriced bond.  Arbitrageurs, by exploiting this arbitrage opportunity, though, would push the price of the underpriced bond up and the price of the overpriced one down until they were equally priced and the arbitrage was gone.  Thus, arbitrageurs would tie the markets for the two identical bonds together.

1.6 CHARACTERISTICS OF ASSETS
The preceding discussion of the types of financial claims and their markets suggest that there are considerable differences among assets.  All assets, though, can be described in terms of a limited number of common characteristics.  These common properties make it possible to evaluate, select, and manage assets by defining and comparing them in terms of these properties.  The characteristics common to all assets are value, rate of return, risk, maturity, divisibility, marketability, liquidity, and taxability.

1.6.1 Value
As defined earlier, the value of an asset can be defined as the dollar value today of all of the asset's expected future benefits.  Moreover, if markets are efficient, then the equilibrium value of the asset would be equal to its market price.

1.6.2 Rate of Return
The rate of return on an asset is equal to the total dollar return received from the asset per period of 

time (e.g., year) expressed as a proportion of the price paid for the asset.  The total return on the security includes the income payments the security promises (interest on bonds, stock dividends, etc.) plus any capital gains or losses realized when the investor sells the asset.  Thus, if a corporate bond  cost Po = $1000 and were expected to pay an coupon interest of C = $100 and a principal of F = $1000 at the end of the year, then its annual rate of return would be 10% if all the expectations hold true:
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It should be noted that value (or price) and rate of return are necessarily related.  If an investor knows the price she will pay for a security and the security's expected future benefits, then she can determine the security's rate of return.  Alternatively, if she knows the rate of return she wants or requires and the security's expected future benefits, then she can determine the security's value or price

1.6.3 Risk
The third property of an asset is its risk.  Risk can be defined as the possibility that the rate of return an investor actually obtains from holding an asset is less than expected.  Risk  can result, for example, out of a concern that a bond issuer might fail to meet his contractual obligations (default risk) or it could result from an expectation that conditions in the market will change, resulting in a lower price of the security than expected when the holder plans to sell the asset (market risk).


Risk, rate of return, and the value of an asset are related.  Given two securities with the same cash flows but with different risk, most investors would require a higher rate of return from the riskier security.  For example, we would expect investors averse to risk to require a higher rate of return on  a corporate bond issued by a fledgling company than on a U.S. government bond.  If for some reason both securities traded at prices that yield the same expected rates,  then we would expect that investors would want the government bond, but not corporate.  If this were the case, the demand and price of the government bond would increase and its rate of return would decrease, while the demand and price of  corporate  would fall and its rate of return increase.  Thus, if investors are risk averse, riskier securities must yield higher rates of return in the market or they will languish untraded.

1.6.4 Maturity
The fourth characteristic of an asset is its maturity.  Maturity is the length of time from the present until the last contractual payment is made.  Maturity can be used as a measure of the life of an asset.  Maturity can vary anywhere from one day to forever or indefinitely, as in the case of stock or a consul (a bond issued with no maturity).

1.6.5 Divisibility
The fifth attribute, divisibility, refers to the smallest denomination in which an asset is traded.  Thus a bank's savings account in which an investor can deposit as little as a penny, is a perfectly divisible security; a jumbo certificate of deposit, with a minimum denomination of $1 million, is a highly indivisible security.

1.6.6 Marketability
The sixth characteristic is marketability.  It can be defined as the ease or speed in which an asset can be bought and sold.  As a rule, for a security or asset to be highly marketable its price should be independent of the time spent searching for buyers or sellers.  Many tangible assets, such as houses, as well as some financial assets, require a certain length of time before they can be bought or sold at their fair market values.  This does not mean that they can't be sold in a short period of time; but if they must be, they typically fetch a price substantially lower than what the market would yield if adequate time were allowed.  In general, highly marketable securities tend to be very standardized items with a wide distribution of ownership.  Thus the  bonds of large corporations traded on the NYSE or Treasury issues are highly marketable securities which can be bought or sold on the exchanges or through dealer in the OTC market in a matter of minutes.

1.6.7 Liquidity
The seventh property, liquidity, is related to marketability.  Liquidity can be defines as how cash‑like a security is.  For an instrument to be liquid it must be highly marketable and have little, if any, short‑run risk.  Thus, such instruments as Treasury bills and bank savings accounts, that can be sold easily or converted to cash quickly and whose rates of return in the short‑run are known with a high degree of certainty, are said to be liquid.  On the other hand, securities such as common stock are marketable but are not considered liquid given their day‑to‑day price fluctuations.

1.6.8 Taxability
The eighth characteristic of an asset is taxability.  Taxability refers to the claims that the federal, state, and local governments have on the cash flows of an asset.  Taxability varies in terms of the type of asset.  For example, the coupon interest on municipal bonds is tax exempt while interest on corporate bonds is not.  In the early 1980s, interests and dividends were taxable at the personal tax rate, while capital gains were taxed at a lower capital gains rate.  To the investor, the taxability of a security is important because it affects his after‑tax rate of return.

1.7 STUDY OF INVESTMENTS
The term  investments usually refers to the purchase of real and financial assets.  Thus, investments looks  at the financial markets from the perspective of surplus economic units.  For an investor to profit from purchasing assets,  she must be able to evaluate and select assets correctly.  Thus, as an academic subject, investments involves the evaluation and selection of assets.  The evaluation of assets consists of describing assets in terms of their common characteristics, while selection involves selecting assets based on the tradeoffs between their characteristics (e.g., higher return for higher risk).  Finally, the study of investments tends to concentrate on financial assets, instead of real assets.  As a subject, investments can be more narrowly defined as the study of the evaluation and selection of financial assets.  Moreover, in this book, our focus is on the evaluation and selection of debt claims.

1.8 CONCLUSION
In this chapter, we have given an overview of the investment environment by examining the nature of financial assets, the types of securities that exist, the nature and types of markets which securities give rise to, and the general characteristics of assets.  With this background, we now take up the study of investments: the evaluation and selection of debt claims.  To approach the subject we first will examine the type of debt securities and  markets in terms of the rules, participants, and forces which govern them.  In the next chapter we will describe  the debt claims of businesses; in Chapter 3, we will look at the types and markets for government securities - Treasury, Federal Agencies and Municipals; in Chapter 4 we will examine intermediary  and foreign debt securities. 
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FINANCIAL INTERMEDIARIES


Deposit Institutions
Commercial Banks

Savings and Loans
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Trust Funds



Investment Institutions
Mutual Funds

Closed-End Funds

Money Market Funds

Real Estate Investment Trust
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    �  For a security to qualify for the system it must have at least two market makers and its issuer must meet certain financial requirements.  For a company to have its stock listed on the NASDAQ system it must satisfy requirements related to its net worth and shares outstanding.


    � Some scholars refer to direct financial claims as those in which only the ultimate borrowers and lenders trade with each other and a semidirect market as one in which brokers and dealers bring borrowers and lenders together.  The definition of direct financial market here includes both of these markets.


    � A closed�end fund sells a set number of shares while an open�end (mutual) fund sells new shares and will buy back existing shares at any time.  These funds can be formed from a variety of different stock and debt securities.


    � A recent trend in the financial markets is towards disintermediation.  Disintermediation refers to the shifting from intermediary financing to direct financing.  This  occurs when a surplus unit withdraws funds from a financial institution and invest the funds by buying primary claims from an ultimate borrower.


    � Depending on the country, there also may be a transaction tax levied on the value of the security  purchased.


    � A primer on short sales is presented in Supplemental Appendix A at the end of the book.
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